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Rearmament Poses Need For Sound Tax Program 


Production, the Nation’s Greatest War-winning Factor, Should Not Be Discouraged 


by Inequitable Taxation. 


by Roswetrt MAGILL, President, The Tax Foundation 


ea Korean situation is before us as a valuable warning to be ready for future aggressions 

that may break out in other places on the globe. It is a strong spur to build up and maintain 
adequate military forces for years to come. Paying for military preparedness means heavier 
taxes, and this poses the problem of reconciling two propositions not easily reconciled. 


We know that in the last analysis the United 
States wins wars by out-producing the other 
fellow. Full production must therefore be en- 
couraged in every way possible, and road- 
blocks to full production must be removed. On 
the other hand, if the cost of these military 
preparations is to be met on a pay-as-you-go 
basis, all producers, both individual and cor- 
porate, must bear much heavier tax loads now 
than in peacetimes. A heavier tax burden 
means that the financial incentive to woik hard 
and produce—the take-home pay—diminishes. 
The question then becomes: How are we w 
ebtain maximum production while we pay 
less for it? 


While we may wish for better times, our fiscal 
plans must be made on the basis that the United 
States—perhaps the world—may be an armed camp 
for a number of years to come, with consequent 
heavy taxes to pay the costs for many years. 

Thus, our fiscal planning must be long-range. 
Since the projected tex program must produce much 
more revenue than peacetime levies (even after we 
effect all the economies we can in government and 
civilian expenditures), and since we must be careful 
not to discourage by taxation the incentives to turn 
out goods, it is particularly essential that the revenue 
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program conform to high standards of tax fairness. 


These, then, are the fiscal characteristics of our 
present situation: (1) The United States must spend 
much more money in the next few years on the 
military establishment. (2) the United States may 
have to continue such expenditures for several years, 
perhaps indefinitely. (3) We are not yet required to 
pay for all-out war, but we may yet have to pay for 
it, possibly after years of heavy military expendi- 
tures. (4) There is every reason, therefore, for trim- 
ming the fat off of the current federal budget 
expenditures, particularly the ordinary civilian 
expenditures, to put the budget in the best shape for 
the possible emergencies of the future. (5) It would 
be wise not to exhaust our tax ammunition in this 
the first skirmish. We are probably going to need 
much more tax revenue later. 


Military Expenditures Up 


No August or September budget revisions have 
yet appeared. Nevertheless it appears likely that 
national defense or military expenditures, budgeted 
in January at $13.5 billions, will run about $19 or 
$20 billions for the current fiscal year. Expenditures 
for international affairs and finance may be ex- 
pected to total about $5 billions, including $1 billion 
out of an additional appropriation for military aid. 
The war boom and our foreign purchases should 
alleviate the situation ERP was designed to cope 
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with. All other expenditures were estimated in 
January at $24.2 billions. If these latter expendi- 
tures could be reduced to the level of fiscal 1948, 
not a year of abnormal economy, we would spend 
$18 billions in a full year, a saving of $6.2 billions 
over the January estimates. In fiscal 1951, we can 
still reduce such expenditures to $21 billions, and 
if we did, the result would be a $45 billion budget, 
as against the $42.4 billion budget proposed in 
January. 


$6 Billions Could Be Saved 


Revenues are bound to increase during the cur- 
rent year above the January estimates because of 
the extraordinarily high level of business activity, 
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tional affairs and finance, we could save over $6 
billions from the January, 1950 estimates. That pro- 
gram is really a minimum. We can certainly cut 
down, for example, on acquisitions of mortgages by 
the Federal National Mortgage Association. If it 
sold out some of its holdings, over $1 billion, there 
could be a flow of money inte the Treasury instead 
of a net outgo. Expenditures of public funds to hold 
up agricultural prices (budgeted at over $1 billion 
for 1951) are unnecessary, as our condition changes 
from surpluses to shortages. Surely we should not 
undertake new social welfare programs at this time; 
nor expansions of existing programs, such as rivers 
and harbors. If we merely hold the line, or better, if 
we cut back, the budget saves billions of dollars. 
Senator Byrd told us, on July 31, that we could 
cut the budget requests for 1951 by $9 billions or 
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as well as the tax increases made in the 1950 Rev- 
enue Bill. The 1950 increases apply to about three- 
fourths of the fiscal year 1951, so that at least $3 
billions of new revenue will be produced if that bill 
is put in force. The January estimate of total 
receipts was $37.3 billions. $43 billions seems now 
a conservative estimate of the actual revenues. Hence 
the deficit for fiscal 1951 is likely to be $2 billions 
or less, rather than the -originally forecast $5.1 
billions. We are not confronted, then, with an im- 
mediate fiscal emergency. 
In fiscal 1952, military expenditures and foreign 
military assistance will-increase further, perhaps 
to about $30 billions. The cost of our international 
finance and recovery program should further de- 
cline, however, to perhaps $2 billions. If all other 
expenditures are held to the 1948 level, $18 billions, 
we have a total federal budget of $50 billions. 
Revenues from taxes now in the books can be ex- 
pected to produce $47 billions, with the high levels 
of business activity bound to accompany war prepa- 
rations. The deficit, then, for fiscal 1952 would be 
about $3 billions. We should certainly balance the 
budget in times of phenomenal business activity, 
like these. 


If we cut back to the 1948 level expenditures for 
functions other than national defense and interna- 
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$10 billions, without encroaching at all on military 
expenditures.* There is one of our greatest fiscal 
resources —to balance the budget by refusing to 
spend so prodigally for non-essentials. 


We come now to the question most under dis- 
cussion in the market place—should we promptly 
enact an excess profits tax? The question is not 
really whether we shall have an excess profits tax, 
but how soon; and what will be the base for de- 
termining excessive profits? The argument popu- 
larly advanced for it is not so much its revenue 
productivity, as the necessity of taking the profit out 
of war. 


Fair vs. Untair Profits 


How does the excess profits tax stand on the 
record? We have used it in two wars, and repealed 
it when the wars ended. We have never used it in 
peacetime. Its name is very appealing, even convinc- 
ing, to a layman. What could be fairer than to skim 
off excessive profits, particularly in wartime, and 
give them to the Government? 

But what are excessive profits? Presumably the 
excess over fair profits. And how can the Commis- 
sioner determine fair profits in the cases of all the 





*Letter to Wall Street Journal. 
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different businesses in the country? More particu- 
larly, what hard and fast rule can be enacted into 
law that will fairly distinguish fair from unfair 
profits in the case of a railroad, a magazine, a soft- 
drink, a new business that just started, an old one 
that has been ticking along for years? 

Bear in mind, too, that an excess profits tax will 
take away income, and under the 1950 law, 45 per 
cent of corporate income is already earmarked for 
the Government. Surely the money which the Gov- 
ernment has already elected to take for itself cannot 
be an excess profit. So the question becomes, how 
much of the remaining 55 per cent of total cor- 
porate income should be added to the Government’s 
share? Would it be simpler and better simply to 
increase further the rate of tax on corporate 
income? 


A Major Challenge 


Our previous experiences with the excess profits 
tax have not been very happy. The tax has been 
found to operate so badly that we have hastened to 
repeal it at the end of the war. In the last law, we 
used (1) average earnings for a base period and 
(2) a percentage of permissible earnings on in- 
vested capital, as measures of fair return. Both yard- 
sticks had to be used, for one alone did not work 
fairly, and that added to the complexity and ob- 
scurity of the law. We found that in many cases of 
new businesses, businesses which brought out a new 


product that began to earn after the base period; | 


businesses which were depressed in the base period 
—neither foot rule worked fairly. So Congress en- 
acted broad relief provisions. 

We start, therefore, with the proposition that we 
have not yet devised a satisfactory way to dis- 
tinguish excess profits from fair and reasonable 
profits. Until we do, we must have grave misgivings 
about using an admittedly imperfect tax to collect a 
great amount of money. We know that such a tax 
has damaged promising businesses severely; and, 
on the other hand, has encouraged wasteful expendi- 
tures by established businesses. Nevertheless, ex- 
perience shows that we are almost certain to have a 
war profits or excess profits tax in wartime. 


The whole problem of excess profits taxation is, 
then, a major challenge. Can a base be devised 
which will be fair, which will not be impossibly 
complicated in operation? None of us wants to 
encourage war profiteers. Can we best stop them 
by renegotiation or by taxation? If the latter, how 
should the law be drawn to separate sheep from 
goats, to permit American business to function as 
vigorously as it must? The endeavor to devise an 


excess profits tax that will work demands our best 
thought during the next few months. 

We are all familiar with the tremendous in- 
crease in the dollar figures of the gross national 
product and of personal income in the past decade. 
The gross national product stood at $91.3 billions 
in 1939, It was $215 billions in 1945. The current 
annual rate is $270 billions. Personal income was 
$72.6 billions in 1939; $172 billions in 1945; it is 
now running at the rate of $215 billions per year. 
We are obviously on the crest of a boom, and the 
war will not abate it. 

Federal taxes and receipts have more than gune 
along with the trend. We had federal expenditures 
of $9 billions in 1939. We spent $40 billions in 1949 
and $40 billions in 1950. The relation of federal 
taxes to gross national product was 5.6 per cent in 
1939 and 13.7 per cent in 1950. 

Federal budget receipts reached the peak of $45 
billions in fiscal’ 1945. Since that time, consumer 
prices have increased 32 per cent. Applying that 
percentage to 1945 budget receipts, $45 billions in 
1945 becomes $59 billions in 1950. In other words, 
$59 billions of federal revenues would be required 
to buy today the same amount of consumption 
goods that $45 billions bought in 1945. 

Wholesale prices have increased 48 per cent. A 
48 per cent increase in the 1945 budget of $45 bil- 
lions would give $66 billions. 

Total personal income has increased 27 per cent 
since 1945. Gross national product has increased 26 
per cent. An increase of 27 per cent in the 1945 
budget total would bring a total of $57 billions. An 
increase of 26 per cent would total $56 billions. 


The First Stage of the Problem 


Budget receipts in fiscal 1950 were $37 billions. 
The dollar figures for the economy which I have 
cited range from 26 to 48 per cent higher than for 
1945. On the basis of only a 25 per cent rise, total 
receipts of $56 billions today would be the rough 
equivalent of the heaviest wartime tax burden. In 
other words, we have a range of not quite $20 bil- 
lions between the tax burden we are now bearing 
and the peak tax burden of World War II. 

We were able to pay $45 billions into the Federal 
Treasury in 1945, By the same token, we could pay 
at least $56 billions now, if we had to do so. To be 
sure, $45 billions of federal budget receipts were 
realized only in one year, but for the five years 
1944-1948, inclusive, federal receipts were never 
less than $40 billions. Hence, it seems that we could 
meet for several years the federal budget required 
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by a strong mobilizatioi-df_ armed forces, a much 
larger mobilization than is now contemplated. 
Indeed, were the United States under actual direct 
attack, we could doubtless bear more severe federal 
tax exactions than we have yet known. 

In conclusion, (1) If Congress will control non- 
essential civilian expenditures, military expendi- 
tures now in contemplation can be met without sub- 
stantial tax increases. (2) Even if this country 
becomes an armed camp, and military expenditures 
rise considerably, the budget can still be balanced 
with no greater taxes than we carried in 1945. On 
that basis, however, exemptions must be lower and 
rates must be higher than we confront today. We 
will need to call on nearly all the taxable capacity 
of all our income-producing citizens. (3) If World 
War III comes to pass, the tax screws will have to 
be tightened still further. It is impossible to fore- 
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cast how stringent the tax system will have to be; 
but it will no doubt be far more stringent than any 
we have yet known, for it must insure our survival 
as a nation in a life and death world struggle, which 
we will have to finance. No sacrifice of lives or of 
fortunes will then be too great. 

We have a little while, not long, to solve the first 
stage of our problem—to balance the budget re- 
quired for the Korean War. The first requirement is 
to cut expenditures, especially civilian expenditures, 
to the essentials; to make sure that the Government 
is getting full value for every dollar spent; that we 
are not wasting billions on frills and foolishness. 
The second requirement is to design the very heavy 
federal taxes which we must pay for the rest of our 
lives; to distribute the tax load among ou people 
and our businesses so fairly that incentives to work 
hard and to produce mightily will not be unduly 
discouraged. 















